ISSUANCE OF SECURITIES BY PUBLIC
SERVICE CORPORATIONS* IRWIN S. ROSENBAUM AND DAVID E. LILIENTHAL Security issues by public service corporations now exceed in volume and importance the securities of all other corporations., The processes of commission regulation of these issues becomes therefore increasingly vital and an examination of commission regulation in this field needs no further justification. New York has been the pioneer in effective security regulation. Its commission deals with large scale operations and has had before it an innumerable variety of problems; its state statutes and commission's practices have been followed in most other states.' , % Accordingly, a study of this commission in action tells the story of security regulation not only in New York but throughout the country.
LEGISLATIVE HISTORY OF REGULATION
The earliest permanent commission created in New York for the regulation of public utilities, other than merely to report information, was the State Board of Railroad Commissioners. This body was created in 1855.2 On it were conferred duties and powers somewhat extensive for that early date, such as the issuance of certificates prior to operation, power to inspect books, the reporting of accidents, enforcement of the laws pertaining to railroads and the like. But the Board had a short life, and after two stormy years it finally succumbed to the onslaught of adverse railroad interests.:
After long years of agitation and some half dozen years of legislative manipulation, the Legislature finally revived the Commission in 1882. 4 The new Board of Railroad Commissioners thus created was similar in nature to the old Board. But it was decidedly "weak" in the powers delegated it, and in authority to enforce its orders.
In no respect, perhaps, did its powers prove less effective than in that of supervision over security issues. The Board was dominated by railroad interests, and its powers were so limited as to render effective regulation very difficult indeed.5 Its approval of increases of capital stock and the issuance of mortgages and mortgage bonds were mere perfunctory proceedings, evidently granted largely as a matter of course and placing no real restraint on unfortunate and improper financing only too often resorted to by railroad companies during that period., "The powers of the Commission were quite limited. No effective method was provided for the enforcement of its orders and recommendations. At the time of the creation of the New York Commission in 1882 there were in the various states numerous railroad commissions, and these have been classified as 'strong' or 'weak' commissions, according as their function was that of control, extending to the making of rates, or merely that of supervision and recommendation. The New York Commission was in this sense distinctly a 'weak' commission. Its reports to the Legislature contain frequent reference to the disregard on the part of the companies of its orders and recommendations and to its inability to enforce the same." 1 N. Y. PuB. SEP. CO'MM., 1ST DIST., ANNUAL REP. Fon 1907, 454. 6 The tendency of the Board of Railroad Commissioners to approve practically every application for increase of capital stock or issuance of securities may be gathered from the summary of its approvals during the typical years 1903 and 1906. In the first of these years, out of thirteen applications for increase of capital stock, it approved all but two applications and one of these it disapproved because it was not made in proper form. The total increase approved was $33,905,000. 1 N. Y. BoAnrD o' P. R. Comm'Rs, ANNUAL REP. FOR 1903, 248, 256. Out of nineteen applications for the issuance of mortgages and bonds, it disapproved only two and one of these was based upon the fact that it had no juriEdiction to Professor Ripley has pointed out the weakness of the Board of Railroad Commissioners and its inability to cope with the situation. He said: "For many years the old railroad commission had been an utter nonentity, abjectly subservient to the powerful railroad and trolley companies. In 1893, just before the formation of The Metropolitan Street Railway, when, for some reason, the Commission refused its approval of a $6,000,000 stock increase of the Pavonia Ferry Road, Thomas Ryan and his friends had the securities printed just the same and then exchanged them for a like amount of Metropolitan Street Railway stock. To this high-handed proceeding the railroad commission interposed no objection." 7 The act creating the Public Service Commission abolished the Board in 1907, and placed in its stead a commission equipped and empowered to handle the difficult problems of financial regulation."
During these early years, public service corporations other than railroads were practically unrestricted as to the character and amount of their security issues. In the organization of such make a nunc pro tunc order. In two other of these applications, it granted approval on the condition that outstanding securities be retired by part of the proceeds. Ibid. 257, 270.
In 1906 the Board approved fifteen applications for increase of capital stock and denied none. One approval was made on condition that an equal amount of other securities be retired. Out of twenty-two applications for the issuance of mortgages and bonds, it denied only one. 1 N. Y. BOAM OF R. R. ComM'Rs, ANNUAL REP. FOR 1906, 247 et seq.
In contrast to this general policy of approval of practically all applications, we have the record of the Public Service Commission of the First District, which from July 1, 1907, to December 31, 1912, had presented to it forty-five applications for issuance of securities by transportation companies, of which number seven were pending at the time and eight had been withdrawn. The total amount applied for was $318,176,284; amount allowed $207,536,819; amount not allowed $97,577,311; applications withdrawn $3,240,000; and amount pending $9,822,154.
During this time, thirteen applications were made by lighting companies, of which three were withdrawn. The amount applied for was $80,107,400; the amount allowed $22,656,400; amount not allowed $54,201,000 (of this amount a single denial of $46,000,000 was material) ; and applications withdrawn $3,250,000. 1 N. new corporations, the directors were arbiters of the value of the property turned in, except in case of fraud, and the corporation was subject to no supervision to determine if its subsequent issues were for statutory purposes. The inevitable result followed. Watered stock and fictitious securities were placed on the market, and led, or were thought to lead, to loss to investors and increased rates to consumers." Accordingly, the Gas Commission Law, passed in 1905, contained a provision giving the Gas Commission regulatory jurisdiction over the issuance of securities by gas and electric companies.° The provision was more general in its terms than the present act. It did not state definitely the purposes for which securities might be issued, but merely prohibited the issuance of securities or increase of capitalization until the Commission should "certify, in writing as to the amount of stocks or bonds reasonably required for the purposes of the corporation." It further provided for a hearing before the Commission and an investigation by it of "the value of the property and franchises owned and operated by such corporation."
Two years later the Public Service Commission Law was enacted."3 Its provisions superseded and extended commission control over security issues. Sections 55 and 69 of that act provided for general commission regulation of securities issued by common carriers, railroads and gas and electric companies, among others. The provisions stand now in substantially the same form as they were passed. The only important changes are that to section 55, in 1910, whereby the provision allowing reimbursements of the treasury was added, 1 2 and that adding see-9 "Prior to the Gas Commission Law the corporation itself was practically the judge of what bonds and stock were required for the purposes of the company. Section 42 of the Stock Corporation Law, which permitted the issue of stock for property and labor, provided that, the stock should be considered fully paid up and in the absence of fraud in the transaction the judgment of the directors as to the value of the property purchased was conclusive. The fact that the directors of the company might fix the value upon the property turned into the company and paid for by stock was a prolific source of stock watering and of fictitious securities issued by corporations. Section 12 of the Gas Commission Law was intended to make the consent of the Commission to the issue of new stock and bonds a certain check upon the directors and stockholders of such companies." In re Watertown Gas Light Co., 127 App. Div tions 55a and 69a in 1912, whereby the Commission was given extended jurisdiction over reorganizations and security issues in connection therewith. 13 Some minor changes were made in these provisions in 1921.14 In the year 1910, also, the jurisdiction of the commissions were extended to include telegraph and telephone companies and their capitalization; in 1913, it was applied to steam corporations."-The commissions soon found that their duties in respect to the issuance of securities consumed a substantial part of their time and involved some of the most important problems before them.' 16 For example, in the year 1908, out of twenty-five applications made to the Public Service Commission of the First District for certificates of various sorts, eight were for the approval of security issues. 17 The Public Service Commission of the Second District at the very start adopted the policy of having its representatives check over the books of companies under its jurisdiction and of comparing the data thus obtained with the evidence presented before it ex parte on application for authority to issue securities. In 1909, it instituted an ambitious program of examining books and accounts of all companies under its jurisdiction, and accordingly found it necessary to or-"aN. Y. Laws 1912, c. 289. The present discussion does not take up the problems involved in the issuance of securities in, and the methods of effecting, a reorganization or consolidation. That subject warrants a detailed and separate analysis. 36 "These provisions of the section under consideration, viz.: that in every order authorizing the issue of stocks, bonds, notes or other evidence of indebtedness there shall be a statement that in the opinion of the Commission the use of the capital to be secured by the issue of such stock, bonds, notes or other evidence of indebtedness is reasonably required for the said purposes of the corporation, the Commission deems to be wise and practically indispensable to the proper working of the law, but it is obvious that it imposes extremely great labors upon the members of the Commission. It practically requires every member of the Commission, or at least a majority of the same, to examine with care every application of this character.
"The Commission, in disposing of these cases, practically sits as a court, and decides upon evidence presented to it questions of fact. These questions of fact, while sometimes simple and easily disposed of, are in many cases exceedingly complex and require minute and laborious investigation." N. Y. Pun. SEr. Comm clusively with security issues by common carriers, railroad corporations and street railroad corporations; the second by gas and electric corporations; the third by steam heating? companies; -and the last by telegraph and telephone corporations. Sections 55 and 69 are identical, except for the difference in companies regulated and some other minor dissimilarities. -Section 101, however, while closely related, has some substantial differences in its provisions which will be considered later.
The purpose of this legislation was to protect the public, that is, the public in the broadest meaning of the word. It was designed to protect and enforce the rights of the consuming as well as of the investing public; the one from increased rates, the other from improvident investments. And the protection of the public in both of these relations is closely bound up with the efficient operation and proper financing of the companies.
1"This division was organized in 9ctober, 1911, primarily to conduct the accounting examinations of the books of the corporations petitioning the Commission for authority to issue capital stock and other securities. Examination of this character had been made by representatives of the Commission prior to the organization of this division and it was the result of these earlier examinations, as compared with the ex parte showing of the petitioning corporations, which prompted the Commission to institute this division and charge with the conduct before it of all cases involving the issues of securities, mergers, reorganizations and other capitalization matters under its jurisdiction." N. "We understand that the paramount purpose of the enactment of the Public Service Commissions Law was the protection and enforcement of the rights of the public. Public service corporations have been granted valuable franchises to enable them to serve the public, and they are deemed to have undertaken to render to the public the service for which they were incorporated upon receiving a proper and reasonable compensation therefor. * I .For a generation or more the public has been frequently imposed upon by the issuance of stocks and bonds of public service corporations for improper purposes, without actual consideration therefor, by company officers seeking to enrich themselves at the expense of innocent and confiding investors. One of the legislative purposes in the enactment of this statute was to correct this evil by enabling the Commission to prevent the issue of such stock and bonds, if upon an investigation of the facts it is found that they were not for the purposes of the corporation enumerated by the statute and reasonably required therefor. "The restrictions upon capitalization are designed not merely for the protection of investors and the encouragement of investment in public utilities, but also for the protection of the public from exorbitant or unduly high rates or charges required to reimburse corporations for the use of capital not actually required to perform the service that they render the public. The need of such restrictions has been made very clear by the recent history of the surface car lines in Manhattan Borough, which have been thrown into bankruptcy through the imposition of a burden of fixed charges that went utterly beyond their ability to pay, and that was entirely unwarranted by the actual investment of capital." 1 N. Y. Pun. Sn. COMM., 1ST DIST., ANNUAL REP. FOR 1909, 107 .
"The method of determining the amount of the investment or the value of the property upon which a public utility is entitled to a reasonable return has not been finally determined, but there can be no doubt that the nominal capitalization, as represented in stocks and bonds, has in most cases made its influence felt. The necessity of protecting the vested rights of security holders has led to the inclusion in appraisals by companies of every conceivable claim of value, tangible or intangible, not even excluding the value of the very privilege conferred by the community in the way of the franchise. These facts are admitted even by those persons who deny the necessity of public control over the issue of securities; even though they would permit a public service corporation to issue securities without control, they nevertheless insist upon full publicity as to the funds raised by the sale of securities and the use made of such funds in the acquisition of property. There is, therefore, a virtual unanimity of opinion as to the necessity of public control over the property accounts of corporations exercising special franchises." 1 N. Y. PUB. SER The effect of these sections is to require the approval by the commission prior to the issuance of funded or permanent capitalization by the public service companies mentioned. They specify the general purposes for which securities may be issued, namely:
1. Acquisition of property. 2. Construction, completion, extension or improvement of facilities.
3. Improvements or maintenance of service. 4. Discharge or lawful refunding of obligations. 5. Reimbursement of moneys actually expended from income or from moneys in the treasury.
These purposes are exhaustive; it is beyond the power of the Commission to permit issues for any other purpose than those mentioned.
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The sections, in general, require public service companies to apply to the Commission for authority to issue securities. After a hearing, the Commission will approve or disapprove the issue. If it approves, it must make an order specifying the purpose of the issue, the reasonable necessity thereof, and, in case of stocks, that the proceeds will not be used to defray operating expenses. The company can thereafter issue its securities only for the purposes specified and it can apply the proceeds from the securities only as required by the Commission.
The Commission has jurisdiction over the issuance of stocks, bonds, notes or "other evidence of indebtedness." This last phrase refers to obligations of like character to stocks, bonds and notes.
2 3 It applies to equipment trust certificates, -guar- The jurisdiction of the Commission extends only to vested or permanent capitalization; 27 the indebtedness must be payable at a period of more than twelve months after the date thereof. Short time obligations such as notes payable within twelve months may be issued by the companies without the approval of the Commission. They cannot, however, be discharged or refunded by an issue of long time securities without prior authorization of the Commission.
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The exercise by the Commission of its regulatory powers over the issuance of securities by public service companies is clearly constitutional. The powers delegated to the Commission are generally recognized as administrative in character; 26 the companies for the most part obtain their charters from the State of New York, and besides can be regulated under the general power of the state over public service companies.2
COMPANIES REGULATED
The power of the Commission over security issues is limited to public service corporations. 3 ' In addition, certain of these companies are exempted from its general regulatory jurisdiction; over them it exercises no control in the issuance of corporate securities. Telephone corporations operating not for profit or with property of less value than $10,000 are within the exemption; 32 similarly, gas companies manufacturing and distributing gas over private property for the use of only themselves or their tenants; and also electric companies, owning, operating, or managing a plant and generating or distributing over private property solely for street railway purposes for their own use or the use of their tenants. Under sections 55 and 69, the Commission is given jurisdic-30 Section 12 of the Gas Commission Law, which gave the Gas Commission jurisdiction over issuance of securities, was held valid in In re Watertown Gaslight Company, supra note 9.
"The powers imposed upon the Commission by the legislature to regulate public utilities (securities) fall within the exercise of the police powerthe 'least limitable' of the exercise of government." Alabama Public Service Commission v. Mobile Gas Co., 213 Ala, 50, 53, 104 So. 538, 540 (1925 Sections 54, 55 and 57 of the Missouri Public Service Commission Act do not apply to the issuance of bonds by a railroad company incorporated in Utah even though the lien of the mortgage is on its Missouri property along with the rest. In this case, the mortgage was executed prior to the passage of the Act.
" ...... the entire authority of a foreign corporation to issue shares of stock grows out of and is limited by the terms of the charter granted to it by the state when it was created. It necessarily results that the right to issue such stock is not a 'special privilege' given by the State of Missouri." Public Service Comm. v Comm. 1925) .
Compare with the interpretation of statutes which apply to companies "authorized to do business" within the state, in which cases foreign corporations are held to be included within the jurisdiction of the Commissions involved. Peninsular Power Co. v Comm'rs, 1916) . In this last case a statute placing a limit of eighty centq on the Under section 101, however, the Commission is given jurisdiction over telegraph and telephone corporations without limittion as to the character of the companies such as is contained in sections 55 and 69. The general definition of these types of companies includes both foreign and domestic corporations. It would seem that in the absence of specific limitation in the securities issue section of the act, the Commission has jurisdiction over the same classes of companies as it has in the exercise of its other regulatory functions and, therefore, controls security issues by both domestic and foreign companies. But under this section, in order that the jurisdiction of the Commission may attach, the proceeds of all or part of the particular issue must be intended for expenditure within the state.
: sale price of bonds by companies which have "acquired or may hereafter acquire authority, permission, or a franchise from the state" was held not to apply to foreign corporations operating in the state. On the other hand, a statute giving the commissioners jurisdiction over bonds and evidences of indebtedness issued by corporations or their lessees which "now or hereafter may own, operate or manage or control within the state of New Jersey a steam railroad ........ under privileges granted or hereafter to be granted by the state" was held to apply to the issuance of bonds by a New York corporation leasing New Jersey railroads upon which property the bonds were a lien. 36 The New Hampshire Commission has held that although it has no jurisdiction over the issuance of mortgage bonds the proceeds of which are to be expended outside of the state, it has jurisdiction over the mortgaging of property within the state which shall be used as security for the mortgage bonds. In re Springfield Elec. Co., P. U. R. It has been suggested that this latter section is unconstitutional in so far as it attempts to regulate issuance of capital stock by foreign corporations operating in New York. The argument is made that the issuance of capital stock is a corporate function over which the incorporating state alone has jurisdiction; that regulation thereof by any other state amounts to an invalid interference with the internal operation of the corporation; that the power of a state to exclude foreign corporations permits only the imposition of conditions relating to operation of the corporation within the state and not to regulation of the internal affairs of the corporation; and that, accordingly, a state may not impose as a condition to entrance that a company submit to a regulation of its capital stock issues. 3 7 The California Commission has held that it has no jurisdiction over the issuance of equipment trust certificates issued for the purpose of acquiring equipment to be used in interstate commerce or in states other than California. In re South Pac. Co., P. U. R. 1921A 58 (Cal. R. R.
Comm. 1920).
37 "While the state may be permitted to exercise a great degree of regulation over the activities of a foreign corporation operating within its borders, its authority is limited to the acts of the corporation in relation to the corporate operations, and cannot be extended to the organization of the corporation or to those acts which the corporation becomes entitled to perform by virtue of the power which gave it existence. As already pointed out, the issue of stock is of the essence of the corporation and must come from the authorization of the incorporating state; if the latter has not authorized the issue of stock, no other state can grant the required authority; the authority of the incorporating state is inherent and therefore primary, and no other state can exercise a power which will tend to impeach or question the authority of that state." IGNATIUS, op Cit. sUPra note 27, at 284.
The New Hampshire Commission has held that although its statute applies to utilities "lawfully engaged in business" in the state and therefore includes foreign corporations, the Commission has no jurisdiction over the issuance of stock dividends represented by property within the state where the issuance is by a Maine corporation operated in Maine and New Hampshire.
"Although the language of the statute (N. H. Laws 1915, e. 115), conferring power upon the public service commission to control the issuing of stock by a corporation doing business-in this state, is sufficiently broad to include within its provisions foreign corporations, it is not to be presumed that the legislature intended to give the Commission power to regulate the internal affairs of such corporations. The fact that a foreign corporation engaged in business in this state and owning property located here within the jurisdiction of our courts in suits against it upon its contracts or for fraud practiced by it in the conduct of its business, does not also subject it to legislation purporting to regulate the exercise of the inherent corporate powers conferred upon it by the legislative power of the If the amount of its capital stock is limited by the act of incorporation, the legislature of another state where it happens to be engaged in business has no power to increase or diminish the amount of stock thus fixed and There would seem, however, to be little force to this argument. It is conceded that the state may exercise jurisdiction over the encumbrancing of property within its borders, the issuance of mortgage bonds with such property as security, or the borrowing of funds by a corporation 8 It derives this established. One of the apparent reasons for this proposition is the impropriety and futility of interfering in the internal affairs of the corporation." In re Fryeburg Water Co., 79 N. H. 123, 124, "It is urged, however, that if the State could, prior to the Transportation Act of 1920, 'constitutionally require the railroad company to secure its consent to a stock issue, it could only do so because there was in this no interference with or regulation of interstate commerce.' But we cannot agree with that argument. For while Congress had the power to regulate the issuance of securities prior to the act, the power was dormant, and until it was exercised the State could, so long as it did not hinder or interfere with the operation of the service of the corporation as an interstate carrier, regulate and control the issuance of its securities, and the test of the State's power was whether its exercise in any given case interfered with or hindered interstate commerce. But when Congress did exercise the power and by appropriate legislation placed the right to regulate and control the issuance of such securities in a federal agency, the power of the State to regulate and, control the issuance of securities by an interstate carrier ceased." Public Service Comm. v , 609 (C. C. A. 9th, 1902) .
"So far as the issue of securities is concerned, the state may by virtue of its police power require such application, reports and statements to be filed as have a tendency to show whether the proposed issues are bona fide power either from control over the property involved or because the activity of the corporation in borrowing money is a form of operation of business in the state. There is no reason to believe that the issuance of capital stock is not similarly a business operation within the state. Of course it is true that in the first instance the incorporating state may determine the amount of capital stock which may lawfully be issued by its creature. But the regulatory functions of the foreign commission need not conflict with the primary authority of the incorporating state; there is no reason to believe that any state commission would be or is authorized to allow an issue of stock when such issue is prohibited by the laws of the incorporating state. 8 ,, The issuande of stock by a corporation which has entered the state to carry on business therein would seem to be as much corporate operation and it would seem as clearly within the power of the state to protect itself from such operation, as in the case of the issuance of notes, mortgage bonds, or any other type of securities. 39 The New York act, by failing to exclude corporations engaged in interstate commerce, probably includes them, and this inclusion would appear to be no violation of the commerce clause of and for value ...... " The Supreme Court has said: "And we have no doubt of the power of the state to so prescribe, not only from its power over the manners of conveyance and the disposition of property situated within the state, but from its power over foreign corporations doing business within the state." Williams v. Gaylord, supra note 38, at 167, 22 Sup. Ct. at 802. the federal constitution. Of course, since Congress has given the Interstate Commerce Commission jurisdiction over the issuance of securities by interstate common carrier railroads except street, suburban or interurban electric railways operating as part of a general steam railroad system of transportation, the Commission is ousted of any possible jurisdiction over such companies. o But in the absence of congressional actios it has quite generally been conceded that regulation of security issues by a corporation operating in interstate commerce is not an undue interference with such commerce, but is within the power of the state to protect its citizens from fraud and the evil consequences which have generally arisen from impolitic financ- "It has more than three million dollars worth of real property in the State acquired by authority of a statute which imposes the condition that it shall be subject to all the duties, liabilities and provisions of the law of this state concerning railroad corporations as fully as if incorporated in this State (R. S. 1879, see 790). It was incorporated under the laws of Utah, from which it takes its general powers. While we have no doubt that the Congress of the United States might constitute corporations in the The jurisdiction of the Commission over holding companies is limited to examination of accounts, rendering reports, and control of relations between the holding and operating companies. It has no direct control over the issuance of securities by a holding company. Only indirectly, by its control over the acquisition of securities of an operating company, can the Commission in any way control the issuance of holding company securities. 4 2 exercise of its constitutional powers with reference to commerce between the states, we do not think it has even been contended that it might carry the laws of one state into the jurisdiction of another without giving them its own authority by re-enactment. It is incompetent for Utah under any guise to direct how real property within the jurisdiction of this State shall be conveyed, encumbered, or diverted from the use to which it has been devoted by our laws." Union Pac. R. R. v. Public Ser. Comm In Laird v. B. & 0. R. B., supra note 30, a domestic interstate carrier was held not subject to the control of the State Commission in so far as the amount of its capital stock, convertibility of its bonds into stock or selling price and disposition of the proceeds are concerned. Where the issue of bonds sought were convertible into stock and were issued to refund and make construction largely outside of the state, the act applied to corporations "organized or existing or hereafter incorporated under or by virtue of the laws of the state of Maryland." The court in its opinion intimated that regulation of security issues of an interstate carrier by a state would violate the commerce clause. The case, however, is a weak one and may be explained largely on the ground that the bonded indebtedness and capitalization of the company was defined in its early charter which was not subject to alteration.
The statement in the above case is weakened by a subsequent pronouncement of the same court. See quotation from Public Service Comm. v. Northern Central Ry., supra note 38.
The Blue Sky Law regulating the sale of securities in New York by "dealers" does not apply 'to securities issued or guaranteed by public service corporations, including railroads, which are subject to regulation or supervision as to rates or issuance of securities by a Commission, board or officer of the federal government or any state, nor to equipment trust certificates, notes, or bonds where the ownership or title to the equipment is lawfully pledged or retained. N. Y. Cons. Laws (Cahill, 1923) In Re Northern Light & Power Co., supra note 21, an electric company owned by three individuals sought to obtain additional capital, where its property was already covered by a mortgage, by the creation of a holding company, the issuance of securities by thd company, and exchange there-The Transit Commission has jurisdiction over the issuance of securities by railroads, street railroads, and stage or omnibus lines or routes lying exclusively within a city of over one million inhabitants, that is, within the city of New York. It also has a limited jurisdiction over street railroads and stage or omnibus lines or routes which lie partly within and partly outside New York City. 3 The Public Service Commission, on the other hand, has jurisdiction over these same companies insofar as concerns the construction, maintenance, stationery equipment, terminal facilities, stations and local transportation facilities outside the territorial limits of the city.1 4 The Public Service Commission has exclusive jurisdiction in the issuance of securities by railroad corporations otherwise subject to the jurisdiction of both commissions. 45 Accordingly, it has been held that where a company which was operated as both an electrical and steam railroad company had outstanding underlying bonds which were a lien on both the electrical and steam railroad property and franchise and sought to fund its floating indebtedness and retire of for the capital stock of an electric company, the exchange to be made on the basis of four shares of the holding company's stock for one share of the electric company's stock. The intention was later to merge the two companies and issue further securities for capital improvements. The price placed on the property of the electric company was 1810,000. The Commission held that it had jurisdiction to require a reduction of price and it did reduce it to 301,300. It said that a holding company should not be permitted to purchase the stock of a public service company by issuing four shares of its stock for one of the Public Service Company unless the stock be worth four times the par value of the stock of the holding company.
The New Jersey Commission, under the provisions of its act (N. J. Laws 1911, c. 195, § 19) requiring commission consent to the transfer by the utilities of more than the majority of the stock to any corporation, held that a utility will not be allowed to transfer all of its stock to a foreign holding company in order to permit the latter to issue securities with the stock as a pledge, where the former has sold its property to a holding company at less than its book value without a reduction in capitalization or permission to set up a "property abandonment" account and where it does not appear that the transfer will not so intermingle the management and liabilities of the companies as to make separate operation and supervision impossible. In re New Jersey & Pa. Traction Co., P. U. R. 1917A 70 (N. J. Bd. of P. U. Comm'rs, 1916) .
The Supreme Court of Ohio held that although the jurisdiction of the Commission extends only to companies furnishing service to consumers, and not to distributing companies, nevertheless, where the stock of Eeveral companies is held by a holding company, the corporate fiction will be disregarded and a company furnishing power to a distributing company will be subjected to regulation of rates. Ohio Mining Co. et al v. Public Utilities Commission, 106 0. S. 138 (1922). 
PURCHASE OF PROPERTY
Tangible property may be acquired by a public service company either by new construction of plant and facilities, or by purchase of property already constructed or ready for use in serviceY.4
In the first case, the Commission, in-judging the amount of securities issuable to cover such purchase, is governed almost entirely by the cost of the construction. The "value" ot the property plays no part in its consideration except in extreme cases of abuse of discretion by the company. 48 See infra note 70. 49 To the effect that the Commission will refuse its approval to security issues to purchase property where the amount thereof exceeds the fair value of the property acquired, see In re Mid-Crosstown Ry. Co. Comm., 2D DIST., REP. OF DEctisoNs 436 (1919), S20,000 was paid for the conveyance of a small electric plant. The original investment in the plant a short time previous, less depreciation, was !0,000. The Commision allowed the issuance of 30,000 of securities.
The Commission has allowed a newly organized company to issue securities for working capital determined by the extent of its operation. In re Rochester, Corning, Elmira Traction Co., 1 N. Y. PuB. SEn. COmm., 21) DIST., ANNiAL REP. "In these three matters of discount on bonds, working capital, and al lowance for promotion services, the practice is understood to be different from that prevailing in Massachusetts. Since 1894, commissions in that State have had control of the amount of securities that public service corporations can issue for any and all purposes. The statutes under which they act are in many respects similar to the Public Service Commissions Law, in this particular: railroads, and street railroads must apply to the railroad commission, gas and electric light corporations to the gas and electric light commission and telephone and telegraph, aqueduct and water companies to the commissioner of corporations. Both the railroad and gas and electric light commissions refuse to permit securities to be issued for discount on bonds. It is understood that the railroad commission apparently disapproves of an issue of stock or bonds to provide working capital, but that the gas and electric light commission permits this item to be included in a company's original capitalization.
"The Commission has not found occasion to doubt the correctness of its conclusions upon these points. It has endeavored and will continue to endeavor to make its rulings such as to encourage the investment of capital and the promotion of enterprise. The interests of the public imperatively demand these results and the Commission believes that they are not in the slightest degree inconsistent with the protection of the public against those practices which have justly earned the condemnation of the public and led to the regulation of corporate capitalization by law.' 1 X. Y. PUB. San. Comm., 21 DIST., ANNUAL REP. FOrt 1908, 19.
The California Railroad Commission has quite generally allowed the issuance of stock for working capital. In re Bay Transport Co., P. U. R. The case just quoted from has had a very interesting history, It first appeared before the Public Service Commission of the Second District in the form of an application to issue securities to cover the purchase price of the Tarrytown, White Plains, and Mamaronack Railway Company.
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This road was bid in at a public judicial sale on foreclosure of a mortgage at a price of $882,400.78 and the bid was assigned from an individual to the applicant company, which was organized to take over and hold the property. The amount of securities asked for was $912,-023.46 of stock, which included $29,622.68 for legal and other expenses incurred in acquiring the property.
The Commission held that in authorizing the issue it must be governed by the value of the property acquired. After an exhaustive inquiry into the proper standard of value in this class of case, it concluded that rather than follow the standard of value in rate fixing, taxation, or similar cases, it would adopt the standard set forth in sections 55a, 69a and 101a of the Public Service Commissions Law, which apply to reorganizations, namely, a consideration of "original cost of construction, duplication cost, present condition, earning power at reasonable rates, and other relevant matters." The elements for determining value which it found present in the case were reproduction cost less depreciation, past earning power with a general knowledge of prospects of future growth of business, and the price which the property realized at open competitive sale. The reproduction cost less depreciation it found was $445,693.98. Operation of the road in the past had resulted in a deficit, but the prospects of profitable operation in the future was good.", The Commission eliminated the value of the franchise, which had been included in the purchase price, and found that the property had a value for security issue purposes of $400,000, plus $34,000 for expenses connected with the acquisition of the property.
The Supreme Court reversed the determination of the Commission.
It held in substance that the purchase price at the judicial sale determined the amount of securities which the company could issue, as a matter of right. 53 Commissioner Sague at page 343 in his dissenting opinion disapproved of the emphasis placed on earning power. He said: "One of the main elements of earning power must be the rate which a corporation is, permitted to charge. Using earning power as a basis for capitalization, and later using the capitalization as a basis for fixing rates would involve reasoning in a circle." He thought that the most important basis for capitalization was "the money which has been skilfully and economically invested in the property." He said that the company was entitled to the issuance of at least $450,000, the reproduction cost less depreciation, and probably some additional sum for cost of development. The rates of the road had been found by the Commission to be limited by franchise, in certain of its operations, to five cents. This rate limitation had been declared legal by the Appellate Division of the Supreme Court, and the Commission computed the earning power of the road on the basis of charges under it, The court, in passing on this phase of the case, declared that the Commission should have considered earning power of the company, not at the franchise rate, but at "reasonable rates," because the Commission had power to increase the rate if it was unreasonably low.rY
The court frankly admitted that the bidding had proceeded on an erroneous idea as to the condition of the property; it said that under such conditions the purchase price was not a binding measure of value. But despite the error, it believed, for some unknown reason, that in the present case securities should be issued for the full purchase price.
"The purchase price at public sale is very satisfactory evidence of the value of property, but it is not always conclusive. It is evident in this case that in one sense the bidding proceeded upon a false basis.
"At the first hearing, the evidence of a competent expert, which was not questioned, indicated that the reproductive value of the physical property was $679,567.84. Later, and after the lines had been in part rebuilt, it was found that some of the property which had been given a substantial value was practically worthless and that the property as a whole was not in the condition in which it had seemed to be at the time of the first valuation, and that the actual reproductive value of the property was $445,693.98. In other words, the property was found to be $233,873.86 less valuable than it appeared at the time of the bidding. In no other respect can the judgment of the New Haven Company or the Westchester Company in making the purchase be questioned. But we hold that under the circumstances the purchaser was entitled to stock for the cost of the purchase." 56
The judgment of the Appellate Division reversing the order and findings of the Commission was in turn amended by the Court of Appeals which found that it was "unable to hold as is held in substance by the Appellate Division that the Westchester Street Railroad Company is entitled, as a matter of law, to the approval . . . of an issue of its stock to an amount at least equal to the bid. . . .".
The Appellate Division had disapproved the finding of the value of the property as against the weight of evidence, at least in so far as the finding applied to the issuance of securities. Accordingly, the case was remitted to the Commission and both parties given the right to offer further evidence as to value. It does not appear that the case was further litigated.
It has thus been definitely decided that the price at which property is purchased is evidentiary of, but does not determine the amount of securities which may be issued in consummation of the deal. Such is the rule where the price has been determined at a public judicial sale, so clearly it would be such where the price has been arrived at by private bargain. Where the bargain has been made between persons negotiating at arms length, it deserves great weight in determining value. Where, however, the transaction has been made between closely affiliated companies with a common interest, the price has no economic sanction and is therefore entitled to little or no legal weight."
The Court of Appeals opinion in the Westchester case also inferentially approved the standard of value adopted by the Commission in security issue cases. The Supreme Court corrected the Commission in its use of income figures and inferentially approved the use of earning power as a consideration; but otherwise, nothing was said by either court as to the standard of value. The ruling of the Commission must therefore be still effective that neither exchange value,5 9 nor value as determined by the rule of Smyth v. Ames, 0 nor reproduction cost less de-68 "The property to be acquired . . . is to be paid for in cash and as the vendor is to hold the common stock of the vendee, and as the two corporations are very closely connected, it is necessary to determine the fair value of the property to be transferred. As the property has not been sold at open competitive sale, it is necessary to resort to estimates and opinions of appraisers.
."
In re New York Dock Ry. Co., supra note 50, at 100. 59 "An inquiry into the value of a railroad property as a whole is an investigation of the .question how much will any person or collection of persons desire to possess the property, and how much of money or other things will they be willing to part with for the sake of such possessioh. The difficulty attending the investigation is: (1) the property has never been, we will assume, bought or sold, so that there is no direct test or evidence of its ratio of exchange for money or other things; (2) it is not one of a class of things which are bought or sold with such frequency or under such circumstances as to afford a fair test of what it would be likely to bring upon exchange or sale." In re Westchester St. Ry. Co,, supra note 52, at 321.
'0 "If we are to call the language under consideration a rule, the test of its value must be found in its working in a concrete case. Taking the case in hand as a fair example, we find that we have no evidence as to the cost of the property, and itVis a fair assumption from the facts known to us that to ascertain such cost with reasonable precision is impossible. The commercial valuation is an impossibility for the reason that the bonds and stock of the corporations which have owned the property never had any market value. The capitalization of net earnings can not be considered, for in effect there have been no such net earnings. Reproductive cost can preciation, are the standards applicable to a security issue case; 6" but rather that the value should be arrived at by the legislative standard declared for cases of reorganizations, indefinite though it be, namely, a consideration of "original cost of construction, duplication cost, present condition, earning power at reasonable rates and other relevant matters and any additional sum or sums as shall be actually paid in cash," with special emphasis upon the factor of earning power. In the final analysis, earning power is the economic basis upon which the purchase price is fixed and upon whch securities should to a large extent be allowed.02
The Commission was justified in the Westchester case in taking the rates fixed by the franchise as the basis on which to compute earning power. It must, except perhaps in a rare case of flagrant disparity between the rate fixed by franchise and that which would fairly be a reasonable rate, or in case of change of condition, adopt the past financial record of a company as a be approximated. If the value of property were always equal to reproductive cost, truly a happy state of affairs would exist. There could be no such thing as loss in venture, except from the depreciation or wear of the property itself. A railroad could be built from nowhere to nowhere without business of any kind and yet its value would continue to be what it would cost to reproduce it. Clearly, the case of Smythe v. Ames is not able to aid the commission materially in the discharge of its duty in this case." In re Westchester St. Ry. Co., supra note 52, at 312.
-"In capitalizing an existing railroad the commission must, so far as lies within its power, say what is the fair value of the railroad itself. If it takes reproductive cost only to be that value, it goes contrary to all experience and all the sound canons of judgment. A lighting plant constructed in the middle of a desert would have no value as such, for the reason that there would be no one to pay the rate or require the service." In re Westchester St. Ry. Co., supra note 52, at 329. . the reproduction cost is not the one element which makes property attractive to an intended purchaser. The attraction lies in the returns that will be afforded." In re Westchester Street Ry. Co., Mipra note 52, at 330. See also DEWING, op. cit. supra note 27, at 205 ct scq.
The Federal Industrial Commission in its final report on Transportation stated that a fair basis of capitalization could be found only by taking into consideration both cost of construction and earning capacity. It said on pages 409, 410:
"The chief objection to capitalization on the basis of earning capacity is that it obscures the relation between rates, wages, and profits. It is impossible to discover, without a careful appraisal of the property whether an overcapitalized road is earning more than a fair return upon the investment. The principle is generally accepted at the present time that capital is not entitled to more than a certain fair rate of profits. The issuance of additional securities on the basis of increasing earning power makes it possible for a company covertly to secure exorbitant returns on the actual investment. This objection seems conclusive against the policy of full capitalization up to the limit of earning power." RIPLEY, Tr.A;SPORTATioN (Reprint of Chapters on Transportation in final report of Federal Industrial Commission). basis of its earning power; otherwise, it would indeed be going through an endless process of fixing values on which to establish rates, using the rates to fix a value on which in turn to establish capitalization, and then, if the generally accepted rules of valuation be applied, in a circular fashion using capitalization as at least of some probative force in fixing the rate base.
FRANCHISES
The sections of the act under consideration provide that neither primary nor secondary franchises or rights can be capita. lized in excess of the amount actually paid the public therefor. They read:
"Provided, however that the Commission shall have no power to authorize the capitalization of any franchise to be a corporation or to authorize the capitalization of any franchise or the right to own, operate or enjoy any franchise whatsoever in excess of the amount (exclusive of any tax or annual charge) actually paid to the state or any political subdivision thereof as the consideration for the grant of such franchise or right." 03 Under this provision, annual payments to the public for franchise privileges cannot be capitalized, but lump sums paid at the time of the granting of a franchise may form the basis of a security issue.G Since, however, the franchise, being limited in time, is in the nature of a wasting asset, the sum so capitalized must be amortized during its remaining life.", Similarly, expenditures such as those for the purchase of corporate bonds of a city as a condition to the granting of a franchise may be capitalized. When the bonds are to be returned to the company on the expiration of the franchise and in the meantime interest is to be turned over to the company, no amortization is necessary. 4 In re New York Dock Ry., supra note 50. 65 Ibid. In this case it was also held that expenditures for organization connected with franchise rights and privileges should be amortized during the life of the franchise.
06 Ibid.
It has been said by Ignatius that although a franchise may not be capitalized at an amount above the actual expense incurred in payments to the public, when it has been transferred or assigned by the grantee to a third party, then the amount paid for the franchise by the third party may be capitalized by him.C7 There appears, however, to be no basis for such a statement. The prohibition is against the capitalization of a franchise whether by the initial grantee or his transferee. The evil in any case is the same. If the purchaser of a franchise wishes and finds it necessary to pay more for it in connection with the property acquired than has been paid to the state in consideration for it, such purchaser must finance that part of the purchase price by other means than the issuance of securities. 5
CONSTRUCTION OF PROPERTY
Sections 55 and 101 of the act declare "the construction, completion, extension or improvement of its facilities" purposes for which securities may be issued. Section 69 has a similar provision except for the specifying of "plant or distributing system" instead of "facilities."
The principal inquiry by the Commission in this type of case is the actual cost of the construction, unless there is evidence 7 "Where a franchise is acquired through purchase or Vssignmcnt, the full amount paid for this acquisition can be capitalized. The transftr is now subject to the authorization of the Commission, which will inquire into the consideration to be paid and the manner of payment, so that the damage of overcapitalization is slight." IGNATIUS, op. cit. su~pra note 27, at 71. The California Commission held otherwise in the case of transfer of a motor certificate.
"The certificate of public convenience and necessity proposed to be transferred to the corporation was granted by the Commission without the payment of any fee whatsoever. In my opinion no stock should be permitted to be issued by the corporation for the purpose of acquiring such certificate." In re Jones, P. U. R. 1922D 586 (Cal. R. R. Comm. 1922) .
To same effect see In re Auto Transit Co., P. U. R. 1925A 213 (Cal. R. R. Comm. 1924 ).
The New York Dock Company, after operating a railway on the streets of New York without a franchise formed a subsidiary to operate the road. The city required as a condition to issuance of the franchise to the subsidiary that it pay compensation for the illegal operation of the parent company. The Commission refused to allow the issuance of securities by the subsidiary to cover such payment and required the parent company to repay the subsidiary for amounts expended. In re New York Dock Ry., supra note 50. See also, Brooklyn Union Gas Co. v. Prendergast of inflation or unreasonable and unnecessary payments.00 The value of the property acquired has no relevancy as it would in case property already completely constructed were sought to be acquired7 0 The Commission, in the Westchester Street Railway case, said:
"It should first be noted that there is a clear and broad distinction between capitalization authorized for new construction, in which stock and bonds are to be issued for money and the money expended for materials and labor, and capitalization authorized to purchase completed construction. In the one case stock and bonds are to be issued in exchange for a definite amount of money which is the standard of value, and which at any and all times has a definite although it may be varying exchange value. The money thus obtained, it is true, is to be invested in materials and labor, but it would hardly correspond with the fact to say that the assembled product is of the value of the money expended. In fact, it is rarely if ever of that precise value." -The construction in many instances is done under contract with independent construction companies, rather than by the public service company itself. Under such circumstances, the Commission is in no position to question the terms of the contract, except, perhaps, in an extreme case of abuse of discretion on the part of the directors of the company. In the ordinary case, it may not refuse to allow the issuance of securities because the construction contract does not adequately protect the company and the public.72 And it will accept the contract price as determinative of the cost of the construction."
But where the construction contract has been made between affiliated companies, and has not been arrived at by genuine bargaining at arms length, there is no assurance that the price fixed approximates the value of the property or what should be its cost. Under such circumstances the contract price will have no weight in determining the amount of securities which should be authorized.
In In re Manhattan and Queens Traction Corporation, a construction company acquired the franchise and property of a traction company by purchase from the receivers thereof. 7 4 It then organized a subsidiary corporation for the purpose of taking over the property of the company, and entered into an agreement with this subsidiary to transfer the franchise and property of the traction company, construct a double track electric rail-road and other facilities, and guarantee for three years the pay ment of any deficit there might be in the interest of the bonds which it was proposed the subsidiary should issue. In consideration of these obligations, the newly formed corporation agreed to and sought to have authorized the issuance of $1,500,000 of mortgage bonds and $1,488,000 of stock, all of which were to be delivered to the construction company. Aside from the fact that it would have been illegal for the construction company to hold more than ten per cent of the stock of the railway company, and that the mortgage was not properly assented to by the stockholders, the Commission found that the amount of securities to be issued under the contract had no "reasonable relation to the cost or value of the property to be acquired and that it should have no weight in deternining what amount of stocks and bonds may be certified . . . as necessary for the construction of the road." 75
In this case, the Commission authorized the issuance of $765,-000 of stock, and its sale on the market and payment of that company in cash, rather than transmittal of the securities directly to the construction company. In addition, it approved the issuance of $807,000 face value of bonds to be sold at eighty-five, to net $685,950, subject to the necessary stockholders' consents and the filing of the proposed mortgage with the Commission.
The Commission will not allow a company to issue securities to finance construction on land in which it has no direct legal interest. Accordingly, where the New York Dock Railway sought to issue stock and bonds to cover the construction of ties, rails and the like which would be located on the land of the New York Dock Company, the sole owner of its capital stock, the Commission refused to allow the issue until a lease should be entered into between the companies and the terms approved by it.-' It stated that if the lease be a short term one and the new construction revert at its termination to the lessor, or if the property have a mere scrap value at the termination of the lease, the company should "provide a fund, sufficient, with accumulations, to amortize the cost of such property during the life of the lease or the difference between the cost and the amount which the Dock Railway can realize at its termination."
There are various items which enter into the cost of construction, aside from the cost of the physical materials as such. There are, among other items, the promoter's charge for services and profits,77 contractor's profit,-8 cost of engineering, 7 terest, 8 ' insurance and damages during construction,2 and legal services and expense of incorporation2a These expenses when actually incurred constitute part of the cost of construction.
The Commission requires strict proof of actual cost. Approximate or hypothetical costs are insufficient to support an issue. As was said by Commissioner Maltbie:
"The basis should be actual and necessary net cost, and the .. company should be required to produce vouchers from the supply companies, and no commissions, fees or profits should be allowed to any allied company. Estimates may serve as a rough guide to determine the approximate amount of stocks and bonds that may be needed, but no payment from security,
The Commission refused to allow the issuance of 500 shares preferred stock of a bus company of the par value of $50,000 for promoters' services where no evidence justified the approval of the item either in respect to rendering services or their value.
Several commissions have refused to allow the issuance of securities for promotors' services or profit. But the view, followed in New York and generally accepted is that promotors are entitled to reasonable compensation and to a profit for their time, energy and constructive efforts in forming the corporation.
Dewing approves of such an allowance. See DEWING, FINANCIAL POLICY
